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6. OVER-CAPITALISATION   AND   WEAK   SELLING.   THE   NEED   FOR
REORGANISATION
The above analysis of the dividend payments made by the
mill-owners of Bombay, though throwing a flood of light on the
causes of the financial weakness of the Cotton-mill Industry
in that centre, does not, however, by itself reveal the full extent
to which the managing agents of the cotton mills allowed
themselves to lapse from strict principles of financial manage-
ment. For, following the practice common in Europe and
America, they fully exploited the sharpened greed of the
investors during the period of high profits, and inflated the
capital value of the stocks by selling old shares and issuing new
ones at many times their normal capitalised value.1 The result
was what is called over-capitalisation or stock-watering, as
will be evident from the table on page n6.a
The figures for comparative increases in capital, spindles and
looms would leave little room for doubt that, even allowing
for the general rise in the cost of plant and machinery in 1919
and the following years, the enormous expansion of paid-up
capital must have been due to a large extent to the speculative
issue of shares to the public at exaggerated values. The pay-
ment of high dividends on these inflated capital values of shares
in the years 1920, 1921 and 1922 naturally prevented the
accumulation of reserves at all commensurate with the pros-
perity of the period. Next to the policy of high dividends,
1 The Balfour Committee on Industry and Trade give an instructive memo-
randum on the meaning and effects of over-capitalisation in their volume
entitled Further Factors in Industrial and Commercial Efficiency', pp. 170-81.
The memorandum traces several different sets of circumstances under which
over-capitalisation arises. Among those, the following one is applicable to
the cases of over-capitalisation in the Cotton-mill Industry of India: "A
Company by a revaluation of its assets at boom prices creates an apparent
reserve which is made the basis of an issue of bonus shares. Boom values
subsequently fall and the capital remains at an inflated figure."
a The figures for paid-up capital are from the Report of the Tariff Board,
Vol. I, p. 20, and those for spindles and looms are from the Memorandum
submitted by the Bombay Mill-owners' Association to the TarifT Board,
JVlinutes of Evidence, Vol. II, pp. 69-70,